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[bookmark: _Toc532421195]An Introduction to Islamic Finance (IsF)

     Islamic finance has been around for over 1400 years, it has its foundation in Islam. According to Deloitte (2018), the first Islamic finance (IsF) was started in Egypt and Malaysia in the 1960s. Whilst the UKTI  (2014), suggested that the modern IsF was established in 1975. Still, Rudnyckyj (2017) and MIFC (2017) suggested that the first Islamic bank in Malaysia was established in 1983. 
[bookmark: _Toc532421196]Principles to IsF
     Muslims believe that Shari’ah gives a clear instruction on commands, prohibitions, guidance, and principles that all believer must follow (Cimaglobal, 2011; Richardson, 2011). Ross (2018) argued that IsF is a financial system through which Muslim world, raise capital in accordance with Sharia law and Cimaglobal (2011) suggested that IsF is not a religious product. Nonetheless, Authors such as Rudnyckyj (2017), ACCA (2016) and Warde (2010) claimed the IsF experts and Scholars are calling for tighter sharia compliance, unlike conventional finance, Cimaglobal (2011) asserted that the elements of interest and risk are prohibited under Shari’ah law therefore, the developments in IsF has allowed Muslims to invest savings and raise finance in a religious and ethical way (Siddiqi, 2006). 
    Ross (2018) concluded that risk sharing is an important part of raising capital and the avoidance of Riba and Gharar under Sharia-law. Additionally, to Islam, lending with interest payments only favours the lender, thereby exploiting the borrower. Income should not be received from money ie interest on money lent (Marifa Academy, 2014; figure 1). Islam considers money as just a measuring tool for value and not an asset, currency is just a medium of exchange rather than as a commodity-for exchange-therefore, hence, paper currency has no value unless it is invested in a productive activity or asset. Irfan (2014) claimed that if real assets are bought and sold as opposed to the trading of intangible pieces of paper then, the 2008 financial crisis that collapsed the Northern Rock and Lehman Brothers could have been avoided (Ross, 2018; Richardson, 2011; Siddiqi,  2006; The Economist, 2014). In fact, many commentators describe the industry as “banking without interest” (Ilieva, et al., 2017; Islamicinformationhub, 2018).  
     Malik and Khaki (2015) stated the four major foundational principles of IsF industry, the principles are: La-Riba (no-interest), La-Gharar (no-uncertainty), La-Maisir (no-speculation), and La-Haram (no-unlawful) (figure 1). 
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[bookmark: _Toc532421197]The Analyses of success of Islamic finance 
     Although IsF has always being criticized for being conservative in relation to financial innovation, despite this, ACCA (2016); Warde (2010) and Suleiman (2001) proposed that IsF is ethical finance because of its principles.
[bookmark: _Toc532421198]No interest-based (Riba) transactions
[image: ]     Furthermore, Islamic-banking is comparable to conventional banking (CB) because both serves as financial intermediaries and trustees of the money of other people. The big difference between the two is that IsF share profit and loss with their depositors (Mudarabah). However, in the case of genuine failure the financer must bear the loss. Under IsF, the depositors are customers with some ownership rights (Dar & Presley, 2000; Malik & Khaki, 2015; Ross, 2018). Hence, if IsF is to create wealth, investors will be interested in the businesses performance and the arrangement is such that all the customers become shareholders and creditors of firms (Bashir, 2003; Yudistira, 2004). Debt is not permitted under Islamic law, see the contractual relationship (figure 1.1a), unlike under the CB, where the objectives are profit maximisation. For that reason, IsF avoids excessive use of credit and debt financing that could result in financial crisis (Cimaglobal, 2015). 


     There are over 1.8 billion Muslims in the world, spending about $2.1 trillion in 2017 and the Islamic-economy is growing at 10-12% annually and IsF has emerged as an effective finance tool. Meanwhile, in 2017, the IsF sector has US$2.4 trillion worth of total assets (Salaamgateway, 2018; The World Bank, 2015). Naturally, some factors have been responsible for the IsF success (figure 1a) including the need to invest the excess liquidity of Oil and Gas Wealth of the Gulf Cooperation Council (GCC) region in Sharia compliant funds coupled with the Muslim populations now embracing Islamic-banking. In addition, many Muslim investors are also looking for quality sharia investment (Lebdaoui and Wild 2016b; Sukuk.com, 2018). 
[image: ]
[bookmark: _Toc532421199]Monumental Issuances in the Sukuk Market
     More and more governments are embracing Sukuk especially countries in Africa and Europe to finance infrastructure development because Sukuk has gained huge importance for long-term finance. Even the World Bank (WB) suggested that IsF could fill the global infrastructure gap because the Islamic-bank’s Sukuk market is providing a new supply of higher-yielding assets or new funding opportunities (Securities Commission Malaysia, 2018; figure 1b).     
     Indeed, the United Kingdom (UK) seeks to be a hub for IsF after issuing sovereign £200 million Sukuk in 2014, the first non-Islamic nation to do so which was 10 times oversubscribed. Besides, over 65 Sukuk have been issued in the UK proving growth (figure 1c; Islamicfinance, 2015d; Islamicfinance, 2018; Warde, 2010).
     Again, by embracing continuous innovation, the IsF industry is experiencing advancements in product design. Progress is being driven by the growth of Basel III-compliant sukuk a Shariah-compliant Murabahah instrument (Cliffordchance, 2015; Islamicfinance, 2015c).
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Regulatory and Innovative products
    Because of the success of the Sukuk in Malaysia for over twenty years, it has transformed IsF. The improved regulatory oversight of the IsF has strengthened the credibility of the IsF system as a sustainable alternative to the mainstream financial system (Cimaglobal, 2015; MIFC, 2017). The regulatory advancements in key jurisdictions in countries like Malaysia and the GCC is driving the industry to continue to innovate its products (Appendix 1; Islamicfinance, 2015c). Another contributing factor to growth is the adaptation of English Common Laws to govern most International IsF contracts (Sukuk.com, 2018).  
     Furthermore, the IsF industry are now developing innovative Sharia-compliant products that are sustainable equivalents to mainstream financial instruments (Cimaglobal, 2015).      Additionally, by achieving the AAA rating by Moody-investor-service and the benchmarking against international-standards-International-Organisation-of-Securities-Commission (IOSCO) is attracting more investors and customers. Moreover, having a body as Islamic-Financial-Service-Board (IFSB) and the Accounting-and-Auditing-Organisation for Islamic-Financial-Institution (AAOFI) in Bahrain legislating on the Core Principles for IsF Regulation will give investor confidence (Islamicfinance, 2015c; MIFC, 2017; 2018; Securities Commission Malaysia, 2018a). Nor et al. (2015) warned of the differences in schools of Islamic jurisprudence that is hindering the adoption of AAOIFI standards in the Malaysia for example.
     Ahmed, et al., (2014) claimed that IsF in Malaysia are deploying the same internal control standard as applied by KPMG as a benchmark for their Sharia-audit. However, Barnes (2013) would rather have professional and not divinity scholars providing regulatory oversight on the IsF. 
Islamic-banking      
     Islamicfinance (2015c) claimed that the total Islamic-banking assets is increasing and growing across the world. IsF accounts for less than 2 percent of global finance. Significantly, Saudi Arabia and Malaysia control over 68% of global Shariah-compliant Islamic fund market, and there are now over 275 Islamic financial institutions in the world, managing 915 Islamic funds, operating in over 75 countries, and the projected value of IsF by 2020 is US$4 trillion (Eurekahedge, 2018; Islamicfinance, 2015d; Statista, 2018a; figure 2). 

[bookmark: _Toc532421200]Retail Demand and Government Support is Helping Boost Growth
     Malaysia was the first country to create Islamic-banking system alongside the CB and have utilised IsF in funding economic-growth, digital and technological infrastructure (Warde, 2010). So, Islamic-banking has contributed more to economic growth in Malaysia and Indonesia compared to the GCC countries (Yosof & Bahlous, 2013 MIFC, 2017). 
[image: ]
     Equally, the increased retail customer demand is driving growth for the entire IsF industry and this trend is expected to continue (Islamicfinance, 2016). Likewise, IsF is attracting new deposits through Private Banking, they are now offering commercial retail Premier and Private Banking, and relevant products in Europe, US, etc (Islamicfinance, 2015d). In America; a Dow Jones Islamic Index has been constructed, sharia-compliant mortgages are provided by Freddie Mac and Amana Mutual Funds have invested more than $3bn in accordance with Islamic investment restrictions (Spangler, 2015). Figure 2a shows Development of IslamicFinancial Institutions in the UK.
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Cross border transaction
[bookmark: _Hlk531562717]     Cross-border transaction is increasing, and international Islamic-banks are cooperating, and Malaysia and Indonesia have established a Sharia-Stock-Market Centre in Indonesia. This exchange will be a global benchmark for Islamic capital markets for various financial products (Islamicfinance, 2018e; 2016; 2015c; MIFC, 2017). In Malaysia, the Labuan offshore centre was created as offshore banking centre and the GCC are promoting a policy of greater integration in the regional economy (Warde, 2010). Malaysia continue to experience strong international trade the country’s GDP is almost 1.5 times the country’s international trade (MIFC, 2017).
[bookmark: _Toc532421201]Establish justice, Create wealth, employment and ethical
     According to (Bashir, 2000; Cimaglobal, 2015) Islamic banks seek a just, ethical and equitable distribution of resources. The WB and Islamic Development Bank recognised the potential of IsF to reducing global inequality, and IsF could be a catalyst for share prosperity and the SDG (The World Bank, 2017b).
[bookmark: _Toc532421202]Islamic finance in economic boom and bust
[image: ]     Economist agree that Boom and Bust Cycle involve the rapid economic-growth or expansion that leads to inflation called boom while bust is a period of economic contraction or recession, and this will result in rise in unemployment and a fall in GDP (figure 3a, see Appendix 2; Bordo and Jeanne, 2002; Investopedia, 2018b).    
     Islamic banks showed stronger resilience to the 2008 global financial crisis, however the crisis exposed the weaknesses in risk management that eventually hurt Islamic bank profitability in 2009. Furthermore, during the 2008-2010 financial crisis, the GCC and Malaysia all suffered a dip in GDP, hence they were not totally immune from the crisis. Figures 3a.1 and 3a.2 clearly shows that the GDP of Malaysia and the GCC were negatively impacted by the 2008 financial crisis as the prices of goods and service fell. The GCC countries were affected through trade and financial channels, the declining oil price and declining oil demand, over-dependence on foreign finance, and deflated real-estate prices led to liquidity shortages and deleveraging.  Prior to the crisis, the GCC enjoyed oil boom between 2003- 2008, which led to excessive credit inflation and asset price increases. Nonetheless, the GCC addressed the crisis by restructuring like Saudi-Arabia utilising fiscal stimulus and other GCC lowering interest rate. Even the government of Dubai restructure the Dubai-World debt to halt the spill-over effect of the Dubai-World debt, consequently, the crisis led to increased oversight of the banking sector by the GCC (Khamis and Senhadji, 2010)
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[image: ]     The IsF-banks were more profitable prior to the crisis (see figure 3b). The IsF have higher return-to-average assets ratio and higher average return-to-equity ratio between 2005-2007. By adhering to IsF principles and maintaining smaller investment portfolios and lower leverage initially contained the financial-crisis. However, Figure 3c shows the minor effect on IsF-banks during the crisis, but (figure 3d) show the decline in profit of IsF as the crisis goes beyond financial institutions but into the real economy like the deflation of real-estate prices and other things that also affected the GDP as mentioned above (IMF, 2010a). 

     Under IsF, usury is prohibited and in the case of IsF mortgage, IsF allows three models of Home Purchase Plans (HPPs): Ijara, which means 'lease' in Arabic; Musharaka, which means 'partnership' where customers are co-owners with the bank from the start; and Murabaha, meaning 'profit'. In any of these three models, the lender levy rent or add profit to the amount costumers pay back instead of charging interest. Due to the sharing in business risks, including [image: ][image: ]losses, thereby making defaults much unlikely. Also, during a worsening financial economic time, and when IsF-bank is facing a diminishing profit, dividends to shareholders will be 
reduced and less profit will be paid out shareholders and revenue will not be paid to depositors. If losses occur, pay-outs are financed from the profit equalisation reserve that most IsF-banks maintain (Ahmed, et al., 2014). But, Cimaglobal (2009) warned against ‘profit equalisation reserves’ to compensate depositors.  
     Furthermore, IsF pursues Sustainable Development Goals, social enterprise through Zakat. Muslims are commanded to give Zakat, a 2.5% donation of their wealth, this could contribute to ending poverty. Generally, the consumer is favourably disposed to products with social benefit (Noor and Pickup, 2017).     
     Ahmad (2013) asserted that IsF and a ‘more-ethical-capitalism’ could go together because IsF is promoting sustainability. Spangler (2015) and Alawode, et al., (2018) suggested that the WB supports the IsF principles that people should not profit purely from loans and IsF principles will contribute towards a sustainable eco-system by reducing poverty etc.            
     In contrast, Irfan (2014) contended that the ideals of Sharia were not actually reflected in the IsF and argued that the IsF is dominated by CB who are addicted to cheap credit that are deploying ‘reverse engineering’ of conventional financial products into their sharia-compliant. Irfan (2014) then concluded that Islam may be guilty of the same thing the Christian financiers in the Middle Ages created to circumvent the Church’s ban. Similarly, other critics like 
Rudnyckyj (2017) and Warde (2010) insisted that IsF is not really Islamic or insufficiently Islamic. Barnes (2013) while writing for (Financial Times, 2013) argued that IsF is faith-based and its principle is against modern business school. Barnes (2013) contended, that Islamic-banking principle are unfeasible and that IsF charge interest under the guise of commissions, fees, penalties or profit shares, he reckons the penalty is equivalent to interest. Warde (2010) expounded the view that most major international financial institution now has Islamic operations, thereby forcing the IsF to adapt their strategy. 

[bookmark: _Toc532421203]Financial stability and risk management in Islamic finance  
    Lebdaoui and Wild (2016a) disclosed that Sharia-compliant banks were mobilising and attracting new funding into financial sector and increasing the variety of financial products available in the market , thereby increasing the financial stability and efficiency of the banking system. 
     Ali and Izhar (2015) argued that Financial stability is the stability of the entire financial industry and the financial stability of individual financial institutions. The IMF (2010a) agreed that Islamic banks were less affected by the financial crisis because they lent a larger part of their portfolio to the consumer sector, a sector that was not as affected as others. 
     More still, IsF demands all banking business sale or lease to have an underlying asset therefore, financial crisis is avoided by integrating debt creation with wealth creation, and IsF enssures that finance is always serving economic activities. This integration prevents the creation of an inverted debt pyramid and thus prevents recurrent financial instability (Islamicfianance, 2015a; appendix 3). 
     In 2008, many financial institutions were in financial crisis which was instigated my subprime crisis which resulted in the collapse of many lending institutions and hedge funds (Investopedia, 2018a). Furthermore, IsF’s products are conservative and they avoid the infinite leverage model, financial gambling (Cimaglobal, 2015; 2009 and Munir, 2013; Appendix 3a). Nonetheless, in 2010, some investment institutions defaulted on their debts including Gulfinvest International, Abu Dhabi Commercial Bank, and International Investment Group that defaulted on $200 million IsF bond. It was the high oil prices and government support for the financial institutions in the GCC that ensures their stability, for example, the government backing in the case of Dubai World debt standstill prevented a triggered of catastrophic chain of event in the region. ‘Standstill’ is equivalent of default under CB (Busler, 2011; Khamis and Senhadji, 2010). 
     Munir (2013) proposed that IsF allows investment in ethical projects.  Again, (Islamicinformationhub, 2018 and Munir, 2013) expounded the view that IsF is based on equity and investment in the real economic projects, thereby ensuring that there is no artificial product. 
     In addition, Levy 2018 suggested that IsF is suitable for infrastructure development, and the IsF is being used in financing many projects including the Hajj terminal at Medinas airport in Saudi Arabia among others (Levy and Iqbal, 2018; UKTI, 2014a). 
[image: ]     Interestingly the Kingdom of Saudi Arabia account for 47% of the GDP of the GCC region (GCC-stat, 2018; figure 4a). Nonetheless, cheap oil is constraining the economic-growth of the Region. The PwC reports revealed that the GCC regions GDP is very dim (Gulfnews, 2018; figure 4b). WB warned that Bahrain is very vulnerable to financial risk, because the country’s is undergoing slow economic-growth due to huge fiscal deficit (WorldBank, 2017b; appendix 4). 
[image: ]
     More still, Djennas, et al., (2015) proposed that IsF could be vulnerable in some crisis situations identical to conventional. Recently a UK court ruled that, Dana Gas must repay $700 million (£529.6 million) of Islamic bonds. Dana Gas had claimed it was under no obligation to pay bondholders. This could have set a bad precedent for holders of Islamic bonds (Salaamgateway, 2018; Reuters, 2017). Besides under Mudarabah, the financier has no provision to control (the Islamic bank in this case) and they may suffer loss due to ineptitudes of fund managers. Dar and Presley (2000) warned of management and control imbalances impacting profit Loss Sharing in IsF. In another development, IsF credentials took a hit when UAE and Bahrain were debarred for failing to meet the tax governance standards. These countries were blacklisted for shifting profit to places without economic activities to take advantage of low or no-tax (Islamicfinance, 2017). Many of the customers in GCC, Malaysia, Indonesia, Turkey were dismayed by poor customer service and poor digital presence by those IsF banks (EY, 2015; Islamicfinance, 2017).  

Conclusions

[bookmark: _GoBack]     IsF appeal is increasing even to CBs and customers and therefore experiencing high growth, it is equity-based, it must be asset-backed, ethical, sustainable, environmentally and socially-responsible finance.  In IsF, risk is shared, it promotes social welfare and financial inclusion. It offers greater stability than the conventional financial because speculation is prohibited. IsF does not see money as a commodity unless it is backed by an asset because money is not allowed to create more money, but Islamic financial institutions could only provide service to ‘earn’ its profits. Thus, interest is not allowed but the share of profit and loss. IsF creates wealth as profit and loss are shared, and the 2.5% Zakat, is a way of eliminating poverty in the community.


[bookmark: _Toc532421204]Recommendations
If CB adopts the under listed, there will be more financial stability.
· IsF pursues SDG as it seeks a just, ethical and equitable distribution of resources. The WB and IMF believed it could be effective in reducing global inequality, and IsF principles could be a catalyst for share prosperity 
· Under IsF because there is no speculation or artificial investment, all investment must be backed by economic asset thus the integration prevents the creation of an inverted debt pyramid and thus prevents recurrent financial instability.
· Islam prohibits Interest and trading of debt, this will protect against usury but rather there is joint sharing of profit and loss therefore there won’t be defaulting hence preventing economic collapse.
· IsF can support global infrastructure development as many governments are utilizing Sukuk to fund development, it is a cheaper option therefore, government can invest more in infrastructure.
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Appendices

Appendix 1
Other countries like Nigeria, Pakistan, are changing regulations to allow conventional players 
to establish IsF especially takaful (Islamicfinance, 2015c).

Appendix 2
When malinvestment effects sets in, property values decrease, investors lose money, demand 
of consumer product falls as consumers reduce spending resulting in companies downsizing. 
The culmination of the above is the unwillingness of lenders to give credits and borrowers 
begin to default (Bordo and Jeanne, 2002; Investopedia, 2018b). 

Appendix 3
 Furthermore, Ahmed, et al., 2014) claimed IsF economic growth is similar to conventional 
banks and then concluded that Islamic banks may face less pro-cyclical financing if they 
relied more on profit and risk sharing.

Appendix 3a
Also, the global financial crisis of 2008 was exacerbated by because of the failure of risk 
assessment and management at the institutional. Again, Islam prohibits Interest and if the IsF 
continue to adhere to the prohibition of Gharar when drafting-contracts, and avoid Riba with 
strong ethical regulatory body, they could be effective in preventing financial crisis (Ahmed, 
et al., 2014)


Appendix 4 
The GCC countries have had to introduce tight spending regime and introduce VAT, Custom
 & Excise duties, to reduce the deficit (Businessgateways, 2018).
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Fig 2 Distribution of global Islamic fund assets in 2017
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Fig 2a shows Development of Islamic Financial Institutions in the UK
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Figure 3a.2 GDP of Countries with IsF
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Figure 3b IsF before the Crisis
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Figure 3c the Initial crisis effect
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Figure 3d Deepening Impact
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